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I s we noted in the previous chapter, markets set the price in price-taker markets. Price-taker firms decide what 

output to produce, but they do not have a pricing decision to make. In this chapter, we will focus on markets in 

which entry barriers are low, but firms can alter the price charged for their output. If firms reduce their price, 

they will be able to sell more units. Correspondingly, they can raise their price and lose some, but not all, of their customers. 

Thus, the firm has to decide what price to charge for the goods and services that it sells. 

TIITIV E 

Markets that are characterized by (1) low entry barriers (2) firms that face a downward- 
sloping demand curve are called competitive price-sea r ~arke t s .2  The low entry bar- 
riers ensure that these markets are competitive, and the firm’s downward-sloping demand 
curve means that the sellers in these markets have to search for the price and output combi- 
nation that will maximize their profits. 

~ D ~ p e ~ i ~ i v e  
~ ~ r k e ~  
A market in which the firms 
have a downward~sloplng de- 
mand curve, and entry into 

In contrast with price-taker markets, in which the firms produce identical products, 
price searchers produce ~ i ~ f e r e ~ t ~ a t e ~  products. For example, ice cream from Haagen- 
Dazs is not identical to ice cream from Ben and Jerry’s, Breyers, or Baskin-Robbins. The 
products supplied by the alternative sellers may differ in their design, dependability, loca- 
tion, packaging, and a multitude of other factors. This product differentiation explains why 
the firms confront a downward-sloping demand curve. Because some consumers are will- 
ing to pay more to get the specific product they like best, the firm will not lose all its cus- 
tomers to rivals if it raises its price. 

Rival firms, however, supply products that are quite similar. Therefore, when a price 
searcher raises its price, some of its customers will switch to the substitutes. Because good 
substitutes are readily available from other suppliers, the demand curve faced by the 
firms in competitive price-searcher markets will be highly elastic. 

Given the low entry barriers, new entrants will be attracted if an activity is profitable. 
Thus, sellers in competitive price-searcher markets face competition from both firms that 
are already in the market and potential new entrants. Clearly, competition in these markets 
will be intense. Sometimes economists use the term m ~ ~ o ~ ~ ~ i § t ~ c  com~et i t i o~  to describe 
markets quite similar to those of the competitive price-searcher model, but because there 
is nothing “monopolistic” about these markets, we believe that this term is misleading. 
Competitive price searcher is much more descriptive of the conditions in these markets. 
However, students should be aware that the expression “monopolistic competition” is of- 
ten used to describe markets very much like those analyzed in this chapter. 

Although the price searcher can set the price for its products, the quantity sold at 
alternative prices will be determined by market forces. Therefore, to find the profit- 
maximizing price and quantity combination, price searchers must try to estimate not just 
one market price, but how buyers will respond to the various prices that might be charged. 
In essence, the firm must try to figure out what the demand curve for its product looks 
like. Clearly, the price searcher confronts a more complex set of decisions than the price 
taker. And the complexity does not end with the firm’s pricing decision. 

For the price searcher, demand is not simply a given. The firm, by changing product 
quality, style, location, and service (among many other factors), and by advertising, can 
alter the demand for its products. It can increase demand by drawing customers from ri- 
vals if it can convince consumers that its products provide more value. When an airline 
adopts a more generous frequent-flier program or a soap manufacturer provides “cents- 
off” coupons, each is trying to make its product a little more attractive than rival products 
to certain potential customers. The precise effects of these decisions cannot easily be pre- 
dicted, but they nonetheless can make the difference between profit and loss for the firm. 
In the real world, most firms occupy the complex and risky territory of the price searcher. 

and exit from the market are 
relatively easy. 

~ i f f e ~ e n ~ i a t e d  products 
Products distinguished from 
similar products by character- 
istics like quality, design, 
location, and method of 
promotion. 

D ~ D ~ D I ~ s ~ ~ c  c D ~ p e t i t ~ ~ n  
A term often used by econo- 
mists to describe markets 
characterized by a large 
number of sellers that supply 
differentiated products to a 
market with low barriers to 
entry. Essentially, it is an 
alternative term for a competi- 
tive mice-searcher market. 

21t is important to distinguish between the demand curve faced by the firm and the market demand curve. The competitive price- 
searcher model focuses on thefirm’s demand curve. 
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In the highly competitive 
market for custom-fitted golf 
clubs, firms use competitive 
weapons such as style, 
swingweight, variable length 
and club-shaft flexibility, ad- 
vertising, and celebrity en- 
dorsements. Firms in this 
market are price searchers. 

How does a price searcher decide what price to charge and what level of output to pro- 
duce? For the price searcher, reducing prices in order to expand output and sales has two 
conflicting influences on total revenue. As Exhibit 1 illustrates, the increase in sales (from 
q, to q2) due to the lower price will, by itself, add to the revenue of the price searcher. The 
price reduction, however, also applies to units that would otherwise have been sold ut a 
higher price (P, ,  rather than the lower price, P2). This factor by itself will cause a reduc- 
tion in total revenue. As the price is gradually lowered to sell additional units, these two 
conflicting forces will eventually result in marginal revenue (a change in total revenue) 
that is less than the selling price of the additional units. Because the price of units that 
could have been sold at the higher price will now be lower, the price searcher’s marginal 
revenue will be less than the price of its product. As Exhibit 1 shows, the marginal rev- 
enue curve of the price searcher will always lie below the firm’s demand curve.3 (Remem- 
ber, the lowercase d is used when the reference is to the$rm’s demand curve.) 

Any firm can increase profits by expanding output as long as marginal revenue ex- 
ceeds marginal cost. Therefore, a price searcher will lower price and expand output un- 
til marginal revenue is equal to marginal cost. 

Exhibit 2 illustrates the profit-maximizing price and output. The price searcher will 
increase profit by expanding its output to q, where marginal revenue is equal to marginal 
cost and price P can be charged. Beyond q, the price reduction required to sell additional 
units will reduce the firm’s profit. For any output level less than q (for example, R), a price 
reduction and sales expansion will add more to total revenues than to total costs. At output 
R, marginal revenues exceed marginal costs. Therefore, profits will be greater if the price 

3For a straight-line demand curve, the marginal revenue curve will bisect any line from the y-axis to the demand curve, drawn 
parallel to the x-axis. For example, the MR curve will divide the line P,F into two equal parts, P2E and EF. 
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Reduction in revenue because units 
are now sold at a lower price 

Increase in revenue because 
more units are sold 

EXHIBIT 1 
Marginal Revenue of a 
Price Searcher 

q1 92 

Quantityhme 

When a firm faces a downward-sloping demand curve, a price reduction that increases sales will exert two conflicting influ- 
ences on total revenue. First, total revenue will rise because of an increase in the number of units sold (from 4: to si). How- 
ever, revenue losses from the lower price (PJ on units that could have been sold at a higher price (PI) will at least partially 
offset the additional revenues from increased sales. Therefore, the marginal revenue curve will lie inside the firm’s demand 
curve. 

l 

is reduced and output can be expanded. On the other hand, if output exceeds q (for 
example, S), selling additional units beyond q will add more to costs ( M C )  than to rev- 
enues (MR). At output S, the firm will gain by raising the price to P, even though the price 
rise will result in the loss of some customers. Profits will be maximized by charging price 
P and producing the output level q, where MC = MR. 

The firm in Exhibit 2 is making an economic profit. Total revenues PAqO exceed the 
firm’s total costs CBqO at the profit-maximizing output level. Given the low barriers to en- 
try, profits will attract rivals. Other firms will enter this market and attempt to produce a 
similar product (or provide a similar service). 

What will the entry of new rivals do to the demand for the products of the firms al- 
ready in the market? These new rivals will draw customers away from existing firms and 
thereby reduce the demand for their output. As long as new entrants expect to make eco- 
nomic profits, additional competitors will be attracted to the market. This entry of new 

P 

0 
a 

0 

MC 
2. Charge price along 

demand curve 

- 1. Expand output ” 

R q S 

Quantityhime 

EXHIBIT 2 
The Price Searcher’s 
Price and Output 

A price searcher maximizes 
its profits by producing out- 
put g, for which MR = MC, 
and charging price P. The 
firm is making economic 
profits. What impact will 
these profits have if this is 
a typical firm? 
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z 
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a 
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5 
Tom Hanks IS opening a huge bookstore in 
Manhattan that could put Meg Ryan’s 
small children’s bookstore out of busi- 
ness. Can you show how the demand 
curve facing Ryan’s bookstore would be 
affected by the opening of the new store in 
this competitive price-searcher market? 

firms into the market will continue until competition among rivals shifts the demand curve 
in far enough to eliminate the economic profit. As Exhibit 3 illustrates, when long-run 
equilibrium is present in a competitive price-searcher market, the price will equal per-unit 
cost. Firms will produce at the MR = MC output level, but they will be unable to earn eco- 
nomic profits because competitive pressures will force the price down to the per-unit cost 
level. 

If losses are present in a specific market, with time, some of the firms in the market 
will go out of business. As firms leave, some of their previous customers will buy from 
other firms. The demand curve facing the remaining firms in the industry will then shift 
outward until the economic losses are eliminated and the long-run, zero-profit equilibrium 
illustrated by Exhibit 3 is restored. 

Consider the role of profits and losses in competitive price-searcher markets. Profits 
will attract both new firms and additional investment capital into the market. In turn, the 
increased availability of the product (and similar products) will drive down the price until 
the profits are eliminated. Conversely, economic losses will cause competitors to exit the 
market and investment capital to move elsewhere. This will reduce the supply of the prod- 
uct and eventually make it possible for the firms remaining in the market to charge a price 
sufficient to cover their unit costs. Thus, firms in competitive price-searcher markets can 
make either economic profits or losses in the short run. But, after long-run adjustments 
occur, only a normalprofit (that is, zero economic profit) will be possible because of the 
competitive conditions. 

EXHIBIT 3 
Competitive Price- 
Searcher and Long-Run 
Normal Profit 

Because firms are free to 
enter and exit the market, 
competition will eventually 
drive down prices to the 
level of average total cost 
for price searchers. 

a, 

a 
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\ Competition YC 

I drives price 
down to 
P =  ATC 
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Quantityhime 
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Business failures and cutbacks in output and employment are generally reported under the 
heading of negative news about the economy. Clearly, they are often painful for the parties 
directly involved. Owners often lose a substantial amount of their wealth, and employees 
are forced to search for alternative job opportunities. From the standpoint of the entire 
economy, however, business failures play an important role that is often overlooked: they 
weed out inefficient, high-cost producers and release resources so they can be employed 
more productively elsewhere. The assets and workers of firms that fail become available 
for use by others supplying goods that are more highly valued by consumers. Without this 
release of resources, the expansion of both profitable firms and the entire economy would 
be slowed. 

Business failures occur for a variety of reasons, including poor management and mis- 
judgment of market conditions. One of the most important sources of business failure is 
innovative behavior by rival firms. Suppose that an innovative firm introduces a new im- 
proved product or comes up with a lower-cost method of supplying a good. The actions of 
the innovator will reduce the demand for goods supplied by rival firms. Facing intense 
competition from the innovator, rival firms that are unable to do as well for buyers will ex- 
perience losses and will eventually be driven out of business. Viewed from this perspec- 
tive, business failures are often merely the flip side of innovative actions that improve 
products and reduce costs for consumers. 

The great Austrian economist Joseph Schumpeter referred to the competition that oc- 
curs when new products, technologies, and better forms of organization are developed as 
“creative destruction.” Dynamic competition of this type is both widespread and highly 
important in competitive price-searcher markets. It is constantly leading to the expansion 
of some firms and the contraction of others. Examples abound. In early 2001, Lucent, a 
high-technology firm, announced that its sales had fallen 28 percent, while rival Nortel 
Networks experienced a 34 percent increase. Lucent’s failure to adopt a new generation of 
optical-technology production quickly forced it to lay off 16,000 of its employees. As a 
result, these workers were available to other firms and pursuits. 

Important changes were also taking place in the retail sector that year. J. C. Penney 
announced it would shut forty-seven stores eleven months after it had closed forty-five 
others. In 2002, Kmart filed for bankruptcy. Meanwhile, Wal-Mart, Costco, and Target 
were rapidly expanding across the United States, “the way the Huns blew into Europe,” as 
one news report put it? 

Numerous businesses come and go. Each year, newly incorporated businesses account 
for about 10 percent of the total number of businesses. At the same time, approximately 1 
percent of businesses file for bankruptcy, and many others close their doors or sell their 
assets to other, more successful (or at least more optimistic) operators. I t  is important to 
recognize that business failures do not destroy either the assets owned by thefirm or the 
talents of its workers. Instead, they release these resources for more productive use by 
other firms. 

ETS AN TtTt 

If firms can easily enter a market with little risk of suffering a substantial loss of wealth, 
competition is likely to be intense, even if there are only a few f ims  operating within it. Mar- 
kets in which firms can enter and exit with minimal risk are known as contestable m ~ r ~ e ~ . 5  
Even if entering a contestable market requires a substantial amount of capital, this won’t be 

C o n € ~ s t a ~ l ~  ~ a r ~ ~ t  
A market in which the costs of 
entry and exit are low, so a 
firm risks little by entering. 
Efficient production and zero 
economic profits should pre- 
vail in a contestable market. 

4Steve Syre and Charles Stein, “Capitalism’s Messy Ways Still Come Up Rosy,” Boston Globe, January 26, 2001, and David 
Hayes, “Sprint Will Slice 1,100 More Jobs,” Knight-Riddernribnne Business News, June 17, 2004. 
‘The classic article on this topic IS William J. Baumol’s “Contestable Markets: An Upn5ing in the Theory of Industry Structure,” 
American Economic Review 72 (March 1982): 1-15. 



222 C H A P T E R  10 Price I -Searcher Markets with Low Entry Barriers 

Airliners are extremely ex- 
pensive, so their cost might 
be a barrier to entry. But air- 
planes can also be leased and 
are highly mobile among 
markets, as are pilots, flight 
attendants, and office work- 
ers. These highly mobile re- 
sources allow firms to enter 
and exit a given transporta- 
tion market with relative 
ease. Such a market is con- 
testable. 

a major deterrent if the funds can largely be recovered should the firm need to exit. This will 
be the case when the assets necessary to compete in a market can be either leased for short 
time periods or resold at something near their original purchase price. 

When airport landing rights and facilities are available, an airline route is a classic ex- 
ample of a contestable market. Consider the case of the airline route between Salt Lake 
City, Utah, and Albuquerque, New Mexico. Only Delta Airlines provides nonstop service 
on this route, since there is so little traffic. Furthermore, there would seem to be high bar- 
riers to entry, since it takes multimillion-dollar airplanes to compete, as well as facilities 
for reservations, ticketing, baggage handling, and so on. Given that Delta is the only sup- 
plier on the route, one might expect the price to be high and service relatively poor. How- 
ever, if firms can easily rent facility space at airports, then the barriers to entry are much 
lower than the equipment costs suggest. The nonstop Salt Lake City-Albuquerque market, 
for example, can be entered by other airlines simply by shifting aircraft, personnel, and 
equipment from other routes and locations. Moreover, airlines often rent or lease their 
planes. This reduces both the amount of initial capital needed to enter a market and the 
risk of losing it should the venture fail. 

Delta is well aware that other firms can easily enter this market. Some of its rivals al- 
ready serve both Salt Lake City and Albuquerque, and, in fact, provide service between 
the two via connecting flights. Delta knows that if it raises prices much above cost on the 
route, other firms will enter the market. The very threat of competition encourages Delta 
to provide quality service at an attractive price. 

In a contestable market, potential competition, as well as actual entry, will discipline 
sellers. When entry and exit are not expensive, even a firm alone in a market faces the se- 
rious prospect of competition. Two important conditions will be present in contestable 
markets: (1) prices above the level necessary to achieve zero economic profits will not be 
sustained, and (2) the costs of production will be kept to a minimum. This is because pro- 
duction inefficiencies and prices that are above costs present a profitable opportunity for 
new entrants. Predictably, profit-seeking rivals will enter and drive the price down to the 
level of per-unit costs. 

The contestable market model has important policy implications. If policy makers are 
concerned that a market is not sufficiently competitive, they should take a close look at its 
entry barriers and what might be done to make it contestable. Much of economists’ enthu- 
siasm for deregulation can be traced to the fact that regulation often impedes market entry. 
Many economists believe that deregulating markets to make entry easier can lead to lower 
prices and better performance than other alternatives, including directly regulating prices. 
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Scientific models simplify conditions in order to help us understand complex relation- 
ships. Economic models like the price-taker and price-searcher models are no exception. 
But these models leave out some important elements of the business decision-making 
process. Furthermore, they gloss over the complexity of other decisions that must be made 
by real-world entrepreneurs. 

Will profits increase if prices are raised (or lowered)’? To get an ansn er to this ques- 
tion, real-world business decision makers cannot go into a back room and look at a 
demand-cost diagram. Instead, they must search for clues, experiment with actual price 
changes, and interpret what they see, often using a great deal of “seat-of-the-pants“ judg- 
ment. Our model doesn’t reveal precisely how this is done, but it highlights the fact that 
entrepreneurs are strongly motivated to find the profit-maximizing price. Those that are 
most successful will at least approximate this objective, and the outcome will be as if they 
had deliberately chosen the M R  = MC price and output combination of our model. 

Although the competitive price-searcher model explains how entrepreneurs will re- 
act to profits and losses in a specific market, it does not explain how and when new 
products will be developed or new production techniques applied. How will consumers 
react to a potential new product? Can it be produced profitably? Will a new production 
process or alternative technology reduce cost? Can per-unit costs be reduced if the firm 
offers a different combination of products and services? Here, again, the marginal prin- 
ciple applies: if the change adds more to revenue than it does to cost, it should be made. 
But how much of a change should be made? Up to the point where MC = MR, of course. 
Identifying this point for each potential change, however, is difficult. Such decisions 
generally involve an important variable that is omitted from our economic models: 
entrepreneurship. 

Entrepreneurial judgment is necessary when there is no decision rule that can be ap- 
plied using only information that is freely available. For this reason, we are unable to 
incorporate fully the function of the entrepreneur into economic models. There simply 
is no way to model these complex decisions that involve uncertainty? discovery, and busi- 
ness judgment. All we can do is note the importance of entrepreneurial judgment and rec- 
ognize that our models are limited because they are unable to capture this critical element 
of both business success and economic progress. 

If we cannot put entrepreneurship into our models, what can we say about its func- 
tion? One way to answer this question is to consider a generalized job description for an 
entrepreneurial position. An investor who lacks the desire, or perhaps the skill. to be an 
entrepreneur but nonetheless wants to be in business, might provide some of the capital to 
launch a business and hire someone else to act as the entrepreneur. A hypothetical news- 
paper ad to find such a person might read like this: 

Wanted: Entrepreneur. Diverse skills required. Must be (1) alert to new business 
opportunities and new problems before they become obvious; (2) willing to 
back judgments with hard work and creative effort before others recognize the 
correctness of judgments; (3) able to make correct decisions and convince oth- 
ers of their validity, so as to attract additional financial backing; and (4) able to 
recognize one’s own inevitable mistakes and to back away from incorrect deci- 
sions without wasting additional resources. Exciting, exhausting, high-risk posi- 
tion. Pay will be very good for success, and very poor for failure. 

Entrepreneurship is not for the fainthearted or the lazy. Entrepreneurs are at the center 
of the action in the real world, even if they do not have a place in most economic models6 

For a more complete overview of entrepreneurship and references on the topic, see Mark Crosson, “Entrepreneurship,” in The 
New Palgrave:A Dicrionaly ofEconomics, ed. John Eatwell et al. (New York Stockton Press, 1987), 151-153. 
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t the Helm of Some Bizarre 
Occupations7 

ese innovative people see a nee 
and find a niche in the market 

BY DAVID YOGNG (CHICAGO TRIBLINE) 
Mike Turk lost a coin toss and wound up with a thousand 
teak trophy bases he couldn’t get rid of. So he bolted Army 
surplus hand grenades to them and sold them for $15 
apiece as desk ornaments. Joseph Tokarski, a postal 
worker contemplating a post-retirement business, devel- 
oped a machine to clean up Canada goose droppings. 

“There are two important dimensions to being an entre- 
preneur: The first is risk and the second is innovation,” said 
Sumaria Mohan-Neill, professor of entrepreneurship at Roo- 
sevelt University’s College of Business Administration. “To 
succeed, a person has to be innovative. Some would call it 
bizarre,” she added. 

Turk and Tokarski are among what may be scores of en- 
trepreneurs around Chicago who have found unusual busi- 
ness niches and somehow make their living at bizarre occu- 
pations. They manufacture odd products, they provide 
unusual services and some sell the grotesque. Sometimes 
these entrepreneurs accidentally find their callings; some- 
times out of desperation they gravitate to odd occupations 
after losing their regular jobs; and in some cases, they are 
able to  turn their hobbies into going business concerns. 

“People leverage their knowledge,” said Steven C. 
Michael, business administration professor at the Univer- 
sity of Illinois’ College of Commerce in Urbana. According to 
Michael, entrepreneurs have a vision of their mission and 
are able to sell that to other people, but they also have t 
be flexible enough to change course. 

assemble the skills to fill them,” says Michael, and that’s 
the genesis of Magic Mound Mover, Joseph Tokarski’s busi- 
ness. Tokarski said he developed a vacuum system to clean 
up the backyard scat from his own dogs because no one 
else in the family would do the chore. The device worked so 
well that he decided to mount it on a golf cart and go after a 
problem common in Midwestern open spaces: Canada 
goose droppings. A little advertising in local newspapers 

“Entrepreneurs don’t spot markets. They sp 

’ David Young, “Risky, Odd, Bizarre Even-Entrepreneur’s Spot Needs ” Chicago 
Tribune, Jan 30, 1999, 1 Repnnted by pemssion 

word of mouth has resulted in 
complexes, park districts and school systems cleaning up 
after the ubiquitous geese. 

Similarly, coming up with a clever idea to solve a prob- 
lem played a big role for Turk, who was working in the 
family-owned surplus business Surplus Trading Corp. in 
Benton Harbor, Mich. Only for Turk, the problem was what 
to do with 1,000 teak trophy bases he acquired on the toss 
of a coin that determined their price. “We have all kinds of 
ways of doing deals in the surplus business,” concedes 
Turk, who over the years has bought and sold 8 5  dozen 
women’s panties from Victoria’s Secret, 60 cases of olive 
oil and 500 pounds of hard candy. But he couldn’t unload 
the teak at any price, so he decided to turn them into nov- 
elty items. He bolted Army surplus hand grenades to the 
bases and attached plaques that read, “Complaint Depart- 
ment: Take a number.” The number is attached to the deto- 
nating pin. He has sold hundreds of them. 

Turk and Tokarski are lucky ones; the failure rate for en- 
trepreneurs is high, possibly as much as 70 to 80 percent, 

“Complaint Department: Take a number.” (Pull the pin of the 
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Compared to movie stars and athletes, business entrepre- 
neurs seldom command qui much respect in our society. 
Often, their contributions a her overlooked or misunder- 
stood. Of course, everyone knows that highly successful 
entrepreneurs make a lot of money. Remember, however, 
that trade helps both the buyers and the sellers. Con- 
sumers benefit, too, by purchasing the products and ser- 
vices of successful entrepreneurs. If they didn’t, they 

Entrepreneurship often comes from unusual sources- 
ople who have an ability to think about and institute uncon- 

ventional ideas. Many entrepreneurs have had an enormous 
impact on our lives, far more than most of us realize. Let’s 
take a closer look at the impact of five leading entrepreneurs. 

ouldn’t buy them. 

In 2004, Fred Smith was named “CEO 
of the Year” by Chief Executive maga- 
zine. Smith’s business career began 
when he was in college in the 1960s, 
with the observation that computers 
were going to become a major part of 
people’s lives. More important, he 
predicted a logical consequence: if 
computers were going to replace peo- 
ple for many tasks, the computers 

would have to be in good working order every day. If some- 
thing went wrong, they had to be fixed immediately, and 
parts had to be available right away. As Smith describes it 
now, computer companies needed a “logistics system that 
provided the parts and pieces wherever that computer was 
located whenever it was needed.” 

Smith developed the idea and described the system in a 
paper for a business strategy course while studying in the 
MBA program at Yale. Perhaps because it seemed far- 
fetched at the time, he reports that the professor gave him 
a “gentleman’s C.” In the following decade, however, Smith 
founded Federal Express-now officially FedEx-and actu- 
ally created the express delivery system outlined in his pa- 
per. Beginning in 1973, FedEx created a giant network of 
airplane and truck transportation capable of providing 
overnight delivery around the world. Smith’s chief innova- 
tion was the development of a transportation system with a 
“central switch” or “central junction.” For FedEx, that was 
Memphis, Tennessee. When one looks at moving an item 
from Detroit to Minneapolis via Memphis, it seems ineffi- 
cient, says Smith. “But when you take all of the transac- 
tions on the network together, it’s tremendously efficient.” 

FedEx has revolutionized the express mail and package de- 
livery system, consistently earning a profit. It has absorbed 

enue now exceeds $25 billion. Furthermore, FedEx has forced 
competitors, from the U.S. Postal Service to United Parcel Ser- 
vice, to become more efficient and make major changes in 
their operations. In the process, Smith transformed the lives of 
millions of shippers, who now use the term “FedEx” as a verb 
and know they can get a package anywhere “absolutely posi- 
tively overnight”-to quote one of the company’s past advertis- 

ct that the market 

of the Pack,’ Chief Execu 

Pleasant Rowland used her life savings 
to start a company selling a popular 
line of dolls and books known as The 
American Girl. Today, the Pleasant Com- 
pany is a $250-million-a-year business. 

Rowland was motivated by a mis- 
sion: to give girls ages 7 to 12 the 
chance to experience the love of dolls 

and the fun of reading she remembered from her childhood. 
Rowland’s idea began to take shape one Christmas season 
when she tried to find some dolls for her nieces, then ages 
8 and 10. The dolls she found-Cabbage Patch babies and 
Barbie dolls-seemed of mediocre quality, and they failed 
to evoke “what it meant to be a girl growing up in America.” 
She had already been thinking about American history 
While visiting Colonial Williamsburg, Virginia, she fell in love 
with the historic buildings and streets. She began to won- 
der, “Isn’t there some way that I can make the magic of this 
historic place come alive for little girls7” 

Her idea was a subtle one, creating a distinctive line of 
dolls that reflect authentic American history and serve as a 
pealing role models. She had to find designers and craft 
people who could create dolls that captured the imagination 
and love of young girls. dolls with often poignant stories-a 
girl who pioneered in the West or one who escaped slavery 
in the South Rowland shaped her products as she went 
along, drawing on all her talents and unswayed by those who 
thought she was on the wrong track. She had been a teacher 
and a writer, so she knew how to communicate with children. 
She knew that her kind of doll wasn’t suited for garish Satur 
day morning television commercials, where she would b 
battling against giant companies like Hasbro and Mattel. Sh 
didn’t have enough money to compete with those companie 
anyway. So she marketed her dolls through a catalog, writing 
her own copy in a “softer” voice. 



P 
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Rowland turned out to be right; there was a void in the 
market, and her dolls helped fill it. Books and a magazine, 
The Ameman Girl, naturally followed. Rowland put it this 
way: “I don’t think I ’m in the doll business or the book 
business or the direct-mail business. I’m in the little girl 

siness.” By following her convictions, she found an audi- 
ce ready to purchase what she wanted to provide. 
Mattel bought into Rowland’s approach as well. In 1998, 

he sold Pleasant Company and American Girl to Mattel for 
700 million and took on a new career-philanthropy. By 

2004, Pleasant Company (recently renamed American Girl) 
had sold more than 8 million American Girl dolls and 90 mil- 
lion books. 

For more detail, see Gretchen Morgenson, ed , “Pleasant Rowland,” In Forbes 
Great M z n h  uf Businers (New York John Wiley, 1998), 121-55, and Julie Sloan, 
“How We Got Started Pleasant Rowland,” Furfune Small B u ~ z n e s ~  (October 2002) 

William “Bill” Gates 111 
Even as a child, Bill Gates loved comput- 
ers. A t  the early age of fifteen, he 
earned $20,000 by writing a computer 
program to help manage traffic. He en- 
tered Harvard at the age of seventeen, 
and, while still an undergraduate, devel- 
oped BASIC for the first microcomputer, 
the MITS Altair. Convinced that eventu- 
ally most offices and homes would have 
a microcomputer, Gates, along with his 

friend Paul Allen, created Microsoft in 1975. The focus of the 
business was the development of software designed to make 
microcomputers both more useful and more user-friendly. 

Gates quickly earned a reputation as a programming ge- 
nius. When IBM decided to enter the personal computer (PC) 
market in 1980, it contracted with Gates to provide the ba- 
sic operating software for its computers, a system now 
known as MS-DOS. Gates reserved the rights to sell his MS- 
DOS software to other firms. As IBM (and IBM clones) grew 
to dominate the PC market during the 1980s, Gates’s for- 
tune rose as well. Microsoft developed into the dominant 
firm in the computer software industry, and today, its pro- 
grams run more than 90 percent of the world’s computers. 
Microsoft has moved beyond MS-DOS, of course, but its Win- 
dows software continues to be among the most popular in 
the world. Near the end of 2001, Gates’s personal fortune 
was estimated at more than $50 billion. This was after giv- 
ing $ 2 1  billion to his charitable foundation, and losing more 
than $9 billion that year in the falling stock market. 

Probably still the world’s richest man in 2004, Bill Gates 
attributes his success to his workaholic nature. He contin- 
ues to  work long hours and is still actively involved in the 
operation and strategic decision making of Microsoft, even 
as his charitable activities have increased. If you have ever 

used a computer, you have almost certainly benefited fro 

genius has changed the way we use p 
both at home and in the workplace. 

For more detail see Gene , N Y Prometheus 
Books, 1993), and Robert F Hartley, Managemenf Mutakes and SucceJseJ (New 
York John Wdey, 1994) 

Sergey Brin and La 

For years, Internet users have struggled to find billions of 
bits of information scattered across the World Wide Web. 
More than anyone, two Stanford computer science grad 
ate students-Sergey Brin and Larry Page-have chang 
that by getting information to users more quickly and easi 
on Google.com. 

Brin and Page were in their early twenties when the 
dropped out of graduate school. Using their credit car 
and those of their parents and friends, they formed Goog 
Inc. in a garage in Menlo Park, California. (“Googol” is the 
number 1 followed by 100 zeros.) 

Google’s computers are constantly searching the Web, 
downloading a huge number of files into the company’s 
databases, and updating them regularly. The sophisticated 
programs Brin and Page developed sort and quickly bring 
the most important and reliable information to the top of 
users’ screens. Information seekers love it. The keywords 
they type in for their searches also target the advertising 
that generates the firm’s revenue. Unlike, say, a newspa- 
per, which delivers the same ads to every reader, Google 
links advertising to the user’s particular interests accord- 
ing to the topic being searched. Users see fewer ads, but 
advertisers get more targeted exposure of their messages. 

By 2000, Google had become the world’s top search en- 
gine, handling 18 million hits a day. The following year, the firm 
turned its first annual profit: $7 million on sales of $86 mil- 
lion. In 2002, Google was processing 70 million hits per day, 
and Google, Inc. had expanded its business to sell additional 
Web-related and wireless business and personal services. 

By 2004, first-quarter profits alone were $64 million, 
and Google announced plans to sell stock to the public. 
That plan was innovative also. Instead of simply hiring a 
firm to sell its shares, Page and Brin decided to sell them 
by means of a “Dutch auction,” whereby anyone, includi 

http://Google.com
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alysts predicted that total share values, and thus the capi- 
tal raised by Google, would reach $20 billion to $30 billion; 

SH 60 

The entrepreneurial discovery and development of improved products and pro- 
duction processes is a central element of economic progress. Entrepreneurship 

Discovery and development of improved products and production methods propel eco- 
nomic progress. Think of the new products that have been introduced during the last fifty 
years; microwave ovens, videocassette recorders, color television sets, personal comput- 
ers, fax machines, cellular telephone service, DVD and MP3 players, and better coronary 
artery bypass techniques come to mind. Innovations like these have had an enormous im- 
pact on our lives. But no one knows what the next innovative breakthrough will be or pre- 
cisely which production techniques will minimize per-unit costs. Better ways of doing 
things do not just happen; they must be discovered and developed by entrepreneurs. 

Is the entrepreneur’s new, visionary idea the greatest thing since the development of the 
fast-food chain? Or is it simply another dream that will soon vaporize? In a market economy, 
it is relatively easy to try new business ideas. A person needs only to win the support of a 
few investors willing to finance the innovative new product or production technology. How- 
ever, competition holds entrepreneurs and the investors who support them accountable: their 
ideas face a “reality check” imposed by production costs and consumers’ willingness to pay. 
Consumers are the ultimate judge and jury. If they do not value an innovative new product or 
service enough to cover its cost, that product or service will not survive in the marketplace. 

Furthermore, today’s successful product may not pass tomorrow’s competitive test. 
Therefore, entrepreneurs must be good at anticipating, identifying, and quickly adopting 
improved ideas, be they their own or others’. They must constantly face the ongoing real- 
ity of dynamic change in a competitive world. 

I 

1 

I 
1 

Entrepreneurs must also figure out the type of business structure, scale of operation, and 
scope of activities that keeps per-unit costs low. Their pursuit of profit encourages them to 
do so. Unlike other economic systems, a market economy does not mandate or limit the 
types of firms that are permitted to compete. Any form of business organization is permis- 
sible. An owner-operated firm, a partnership, a corporation, an employee-owned firm, a 
consumer cooperative, a commune, or any other form of business is free to enter the 
market. To be successful, however, a business structure must be cost-effective. A form of 
business organization that results in high per-unit cost will be driven from a competitive 
market by lower-cost rivals. 

The same is true for the size of a firm. For some products, a business must be quite 
large to take full advantage of economies of scale. When per-unit costs decline as output 
increases, small businesses tend to have higher production costs (and therefore higher 
prices) than their larger counterparts. When this is the case, consumers interested in get- 
ting the maximum value for their money will tend to buy from the lower-priced, larger 

I 

c 



228 c H A P T E R 1 0 Price-Searcher Markets with Low Entry Barriers 

firm. In contrast, when personalized service and individualized products are valued highly, 
small firms, often organized as individual proprietorships or partnerships, are likely to be 
more cost-effective. It is up to the entrepreneur to discover the scale of operation that best 
fits the circumstances of each market. 

The scope of a business is another variable that requires entrepreneurial decision 
making. Should a gasoline station stand alone, or should its scope be expanded to include 
auto repair services? Or should it instead be combined with a convenience store to create 
more value relative to cost? Unlimited combinations of business activities are possible. Dif- 
ferences in locations and other circumstances will often influence how well each is received. 
A new and better combination of products and services in the right place can generate a 
profit, at least until others catch on and provide close substitutes. In contrast, a business that 
chooses the wrong scope of operation will earn less and is likely to be driven out of the mar- 
ket by rivals offering combinations buyers like better. Once again, buyers have the final say. 

To be successful, entrepreneurs must consistently offer consumers at least as much 
value for their dollar as they can get elsewhere. Put another way, they must figure out 
how to supply consumers with goods and services that are valued highly relative to their 
costs. Zf they do, their actions will create wealth and increase productivity. Many of the 
activities of entrepreneurs are omitted from our basic economic models. Nonetheless, 
these people play a vital role as agents of economic progress. 

C 

Because the long-run equilibrium conditions in price-taker markets are generally consis- 
tent with ideal economic efficiency, it is useful to compare and contrast them with long- 
run conditions in competitive price-searcher markets. There are both similarities and 
differences. 

First, let us consider the similarities. Because of the low entry barriers, both price tak- 
ers and competitive price searchers will have a strong incentive to serve the interests of 
consumers. Neither will be able to earn long-run economic profits. In the long run, com- 
petition will drive prices down to the level of average total cost in both price-taker and 
competitive price-searcher markets. Furthermore, entrepreneurs in both price-taker and 
price-searcher markets have a strong incentive to manage and operate their businesses ef- 
ficiently. In both cases, operational inefficiency will lead to higher costs, losses, and 
forced exit from the market. Similarly, price takers and competitive price searchers alike 
will be motivated to develop and adopt new, cost-reducing procedures and techniques be- 
cause lower costs will mean higher short-run profits (or at least smaller losses). 

The responses to changing demand conditions in price-taker and competitive price- 
searcher markets are also similar. In both cases, any increase in market demand that was 
not already expected leads to higher prices, short-run profits, expanded output, and the en- 
try of new firms. With the entry of new producers and the expanded output of existing 
firms, the market supply will increase, putting downward pressure on the price. This 
process will continue until the market price falls to the level of average total cost, squeez- 
ing out all economic profit. Correspondingly, lower demand will lead to lower prices and 
short-run losses, causing output to fall and some firms to exit. As the market supply de- 
clines, prices will rise until the short-run losses are eliminated and the firms remaining in 
the market can again cover their costs. Thus, profits and losses direct the output decisions 
and market supply in both price-taker and competitive price-searcher markets. 

What are some of the differences between the two market structures? As Exhibit 4 
shows, the price taker confronts a horizontal demand curve, while the demand curve of the 
price-searcher firm is downward sloping. This is important: it means that the marginal rev- 
enue of the price-searcher will be less than, not equal to, the price charged for the product 
sold. So, when the price searcher expands output until MR = MC, the price will still ex- 
ceed the marginal cost (part b). In contrast, the price charged by a profit-maximizing price 
taker will equal the marginal cost (part a). In addition, when a price searcher is in long-run 
equilibrium, the firm’s output rate will be less than the rate that minimizes average total 
cost. The price searcher would have a lower per-unit cost (97 cents rather than $1) if a 
larger output were produced, but MR would be even less. 
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EXHIBIT 4 
Comparing Price-Taker and Price-Searcher Markets 

Here we illustrate the long-run equilibrium conditions of a price taker and a price searcher when entry barriers are low. In 
both cases, the price is equal to the average total cost, and economic profit is zero. However, because the price searcher 
confronts a downward-sloping demand curve for its product, its profit-maximizing price exceeds marginal cost, and output 
is not large enough to minimize average total cost when the market is in long-run equilibrium. For identical cost conditions, 
the price of the product in a price-searcher market will be slightly higher than in a price-taker market. Some argue that this 
higher price is indicative of inefficiency, whereas others believe that it merely reflects the higher cost accompanying greater 
variety and convenience. 
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(b) Price searcher 

Some argue that the slightly higher prices (and unit costs) in competitive price- 
searcher markets indicate that these markets allocate goods and services inefficiently. 
However, it is important to recognize that the higher prices reflect the fact that it is costly 
to provide the greater product variety and diversity found in competitive price-searcher 
markets. But a broader range of choices also provides benefits. The greater variety makes 
it possible for a wider range of consumers to obtain the quality, style, and accompanying 
service that best fit their preferences and specific situation. 

Are the higher prices accompanying the greater diversity worth the cost? This ques- 
tion can’t be answered with certainty, but in some cases it is clear that consumers are will- 
ing to pay for it. For example, many consumers patronize small, conveniently located 
stores, even though they know that the same items are available at lower prices at large su- 
permarkets. 

The two market structures also differ with regard to advertising: price searchers often 
advertise, but price takers do not. Like variety, advertising is costly, and in the long run, 
consumers cover this cost in the form of higher prices. Do advertised products provide 
enough information and variety to justify the higher cost from the consumer’s viewpoint? 
We cannot know for certain. However, we do know that producers are always free to use 
low-priced, more uniform, and less-advertised products to lure buyers away from firms 
that advertise and provide variety at a higher price. Some firms do, and sometimes the 
strategy works; yet many consumers choose to buy advertised goods and pay the higher 
prices. This result suggests that many customers do find that advertised products and 
greater variety are worth more. 

Perhaps most important, competitive price-searcher markets provide entrepreneurs 
with a strong incentive to innovate and discover better ways of doing things. In a dynamic 
setting with constantly changing opportunities for producers and buyers, this is vitally im- 
portant for the efficient use of resources. 
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Price d i s c r i m ~ ~ a ~ i ~ ~  
A practice whereby a seller 
charges different consumers 
different prices for the same 
product or service. 

r 

sv 

So far, we have assumed that all sellers of a product will charge each customer the same 
price. Sometimes, though, price searchers can increase their revenues (and profits) by 
charging different prices to different groups of consumers. Businesses like hotels, 
restaurants, and drugstores often charge senior citizens less than other customers. Students 
and children are often given discounts at movie theaters and athletic events. Grocery stores 
commonly give discounts to customers who clip "cents-off ' coupons from newspapers or 
magazines. Colleges often give financial aid (reduced tuition) to students from less- 
wealthy families. These practices are called i n ~ ~ ~ o n .  To gain from such a 
practice, price searchers must be able to do two things: (1) identify and separate ut least 
two groups with differing elasticities of demand, and (2) prevent those who buy at the 
low price from reselling to the customers charged higher prices. 

Let us take a closer look at how sellers may gain from price discrimination. Suppose 
that a seller has two groups of customers: one with an inelastic demand for its product and 
the other with an elastic demand. An increase in the price charged the first group will in- 
crease the total revenue derived from that group. At the same time, a reduction in price 
will increase revenues derived from the latter. Thus, a seller may be able to increase total 
revenue and profit by charging the first group a higher price than the second. 

The pricing of airline tickets illustrates the potential of price discrimination. The air- 
line industry has found that the demand of business fliers is substantially more inelastic 
than the demand of vacationers, students, and other travelers. Thus, airlines often charge 
higher fares to persons who are unwilling to stay over a weekend, who spend only a day or 
two at their destination, and who make reservations a short time before their flight. These 
high fares fall primarily on business travelers who are less sensitive to price. In contrast, 
discount fares are offered to fliers willing to make reservations well in advance, travel dur- 
ing off-peak hours, and stay at their destinations over a weekend before returning home. 
Such travelers are likely to be vacationers and students, who are highly sensitive to price. 

Exhibit 5 illustrates the logic of this policy. Part (a) shows what would happen if a sin- 
gle price were charged to all customers. Given the demand, the profit-maximizing firm ex- 

EXHIBIT 5 
Price Discrimination 

A s  part (a) illustrates, a $400 ticket price will maximize profits on coast-to-coast flights if an airline charges a single price. 
However, the airline can do still better if it raises the price to $500 for passengers with a highly inelastic demand (business 
travelers) and reduces the price to $300 for travelers with a more elastic demand (for example, students and vacationers). 
When sellers can segment their market, they can gain by (1) charging a higher price to consumers with a less elastic de- 
mand and (2) offering discounts to customers whose demand is more elastic. 
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pands output to 100, where MR equals MC. The profit-maximiz- 
ing price on coast-to-coast flights is $400, which generates 
$40,000 of revenue per flight. Since the marginal cost per pas- 
senger is $100, this provides the airline with net operating rev- 
enue of $30,000 with which to cover other costs. 

However, as part (b) shows, although the market demand 
schedule is unchanged, the airline can do even better if it uses 5 
price discrimination. When it charges business travelers $500, 2 
most of these passengers continue to use the airline, since their 2 

2 
demand is highly inelastic. On the other hand, a $100 price cut ; 

r 
generates substantial additional ticket sales from price-sensi- 5 
tive vacationers, students, and others whose demands are more 
elastic. Therefore, with price discrimination, the airline can sell 
60 tickets (primarily to business travelers) at $500 and 60 addi- $ 
tional tickets to others at $300. Total revenue jumps to $48,000 5 
and leaves the airline with $36,000 ($48,000 minus 120 times E 
the $100 marginal cost per passenger) of revenue in excess of ; 
variable cost. Compared to the single-price outcome (part a), 
the price discrimination strategy expands profit by $6,000. 

When sellers can segment their market (at a low cost) into groups with differing price 
elasticities of demand, price discrimination can increase profits. For each group, the seller 
will maximize profit by equating marginal cost and marginal revenue, This rule will lead 
to higher prices for groups with a more inelastic demand and lower prices for those with a 
more elastic demand. Compared to the single-price situation, price discrimination in- 
creases profitability because a higher price increases the net revenue from groups with an 
inelastic demand, while a lower price increases the net revenue from price-sensitive cus- 
tomers. With price discrimination, the number of units sold also increases (compare part a 
with part b) because the discounts provided to price-sensitive groups increase the quantity 
sold more than the higher prices charged the less-price-sensitive groups reduce sales. Of 
course, this will work only if the two groups can’t trade with each other. Movie theaters 
sell children’s tickets to kids, and the tickets cannot be used by adults. Notice, though, that 
they don’t try to sell popcorn at lower prices to children because popcorn could be too eas- 
ily resold to adults. Airline tickets are nontransferable, so they cannot be resold. Price dis- 
crimination can work in both of these situations because differing categories of buyers can 
be identified, and trade between them is prevented. 

Sometimes price discrimination is subtle. Colleges engage in price discrimination by 
charging a high standard tuition to get additional revenue from high-income students with 
a more inelastic demand, while providing low-income students with scholarships based on 
need (tuition “discounts”). At the University of Maine, for example, when tuition at the 
undergraduate level ran between $12,998 and $20,738 (depending on the degree). finan- 
cial aid amounted to 54 percent of tuition for student5 from low-income families. hile 
for high-income students, it was only 17 percent of tuition. Partial-tuition scholarships 
given to students whose parents are less wealthy enable a school to attract students who 
have a more elastic demand. In this way, low-income students are not as frequently priced 
out of the market by the high standard tuition. 

How do buyers fare when a seller can price discriminate? Some buyers pay more than 
they would if a single, intermediate price were offered. They purchase fewer units, and 
they are worse off. In contrast, those for whom the price discrimination process lowers the 
price are better off. Of course, with some products, such as airline transportation, a single 
buyer might be better off with some purchases and worse off with others. 

On balance, however, we can expect that output will be greater with price discrimina- 
tion than it would be with a single price. The market is not as understocked as it would 
have been in the absence of the price discrimination. So from an allocative efficiency 
standpoint, price discrimination gets high marks; it allows more trades, reducing the inef- 
ficiency due to price being set above marginal cost. Some of the gains that would accrue 
to consumers with an inelastic demand are transferred to the price searcher as increased 
revenue, but additional gains from trade are created by the increased output of goods that 
would be lost if price discrimination were prevented. 

6 

Students from low-income 
families are likely to be more 
sensitive to tultion charges 
*an those from h@-lncorne 

Often make 
scholarships and Other forms 
of financial aid more readily 
available to low-income 
students. This price 
discrimination makes it 
possible for them to generate 
larger revenues from tuition 
than would otherwise be 
the case. 
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In some markets, there is an additional gain from price discrimination: production may 
occur that would be lost entirely if only a single price could be charged. With price discrimi- 
nation, some otherwise unprofitable firms may be able to generate enough additional rev- 
enue to operate successfully in the marketplace. For example, some small towns in Montana 
might not provide enough revenue at a single price to enable a local physician to cover her 
opportunity costs. However, if she is able to discriminate on the basis of income, charging 
higher-income patients more than normal rates and lower-income patients less, the resulting 
revenues from practicing in the small town may enable her to stay in the community. In this 
case, all residents of the town may be better off because of the price discrimination, since it 
makes it possible for them to access a local physician. After all, even those being charged 
the highest prices are not disadvantaged if the price discrimination keeps the physician in 
town. They are just as able to seek physician services elsewhere as they would have been in 
the absence of the price-discriminating local doctor. With or without price discrimination, 
access to competing sellers (or buyers) protects market participants from unfair treatment. 

In summary, if potential customers can be segmented into groups with different 
elasticities of demand and retruding can be controlled at a low cost, sellers can often 
gain by charging higher prices to those with the less elastic demand (and lower prices to 
those with a more elastic demand). Price discrimination can also increase the total 
gains from trade and thereby reduce allocative inefficiency. Sometimes it even allows 
production where none would have otherwise occurred. 

when barriers to entry are low. The following chapter will analyze the performance of 
price-searcher markets when the barriers to entry are relatively high. 

I I 

Firms in price-searcher markets with low barriers to 
entry face a downward-sloping demand curve. They 
are free to set the prices for the products that they 
sell but face strong competitive pressure from exist- 
ing and potential rivals. 

Profits will attract rival firms into the market until 
supply increases and the profit-maximizing price 
falls to the level of per-unit price. Losses will cause 
firms to exit the market until the price increases 
enough that the remaining firms can once again 
cover their per-unit costs. Because of the low entry 
barriers, the firms in competitive price-searcher mar- 
kets will earn only normal returns (zero economic 
profit) when long-run equilibrium is present. 

The mark of the price-searcher market with low barr- 
ers to entry is product differentiation. Price searchers 
use product quality, style, convenience of location, ad- 
vertising, and price as competitive weapons. Because 
each firm competes with rivals offering similar prod- 
ucts, each confronts a highly elastic demand curve for 
its products. 

A profit-maximizing price searcher will expand out- 
put as long as marginal revenue exceeds marginal 
cost, lowering its price in the process, until MR = 

MC. The price charged by the profit-maximizing price 
searcher will be greater than its marginal cost. 

Firms in competitive price-searcher markets can 
experience either profits or losses in the short run. 

t -  

Competition can come from potential as well as ac- 
tual rivals. If entry and exit can be arranged at low 
cost, and if there are no legal barriers to entry, the 
theory of contestable markets indicates that competi- 
tive results will be approximated, even if there are 
only a few firms actually in the market. 

Although standard economic models do not include 
the central role of entrepreneurial decision making in 
a world of uncertainty, economists recognize its im- 
portance. Entrepreneurs who discover and introduce 
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lower-cost production methods and new products 
that are highly valued relative to cost promote eco- 
nomic progress. Entrepreneurs also have a strong in- 
centive to discover the type of business structure, 
firm size, and scope of operation that can best keep 
the per-unit cost of products or services low. 

Competitive price-searcher markets provide more 
variety but may raise costs relative to price-taker 
markets because (1) price exceeds marginal cost at 
the profit-maximizing output level: (2) long-run av- 
erage cost is not minimized: and (3) advertising is 
costly. When barriers to entry are low, however, price 
searchers have an incentive to (1) produce effi- 

ciently; (2) undertake production if, and only if, their 
actions will increase the value of resources used; and 
(3) be innovative in offering new product options. 

v When a price searcher can (1) identify groups of cus- 
tomers that have different price elasticities of de- 
mand and (2) prevent customers from retrading the 
product, price discrimination may emerge. Sellers 
may be able to gain by charging higher prices to 
groups with a less elastic demand and lower prices to 
those with a more elastic demand. The practice gen- 
erally leads to a larger output and more gains from 
trade than would otherwise occur. 

1. Price searchers can set the prices of their products. 
Does this mean that they will charge the highest 
possible price for their products? What price will 
maximize the profits of a price searcher? How will 
the firm’s marginal cost compare with its price at 
the profit-maximum output? 

2. Since price searchers can set their prices, does this 
mean that their prices are unaffected by market con- 
ditions? In price-searcher markets with low barriers 
to entry, will the firms be able to make economic 
profit in the long run? Why or why not? What do 
competitive price searchers have to do to make eco- 
nomic profit? 

*3. What determines the variety of styles, designs, and 
sizes of different products? Why do you think there 
are only a few different varieties of toothpicks but 
lots of different types of napkins on the market? 

*4. How would imposing a per-unit tax of $2,000 on each 
new U S .  automobile affect (a) higher-quality, higher- 
priced cars (those selling for more than the median 
price) compared to (b) lower-quality,lower-priced 
cars? What would happen as a result to the average 
quality of automobiles if the proceeds of the tax were 
used to subsidize a government-operated lottery? 

5. What must an entrepreneur do in order to introduce 
a new innovative product? What determines whether 
the new product will be a success or failure? 

6. Is quality and style competition as important as price 
competition? Would you like to live in a country 
where government regulation restricted the use of 
quality and style competition? Why or why not? Do 
you think you would get more or less for your con- 
sumer dollar under restrictions like these? Discuss. 

*7. Suppose that a price searcher is currently charging a 
price that maximizes the firm’s total revenue. Will 

this price also maximize the firm’s profit? Why or 
why not? Explain. 

“8. a. What determines whether corporations, individ- 
ual proprietorships, employee-owned firms, 
consumer cooperatives, or some other form of 
business structure will dominate in a market? 

b. What determines whether small firms, medium- 
size firms, or large firms will dominate in a 
market? 

9. Would our standard of living be higher if the gov- 
ernment “bailed out” troubled businesses? If a firm 
goes out of business, what happens to the firm’s as- 
sets, workers, and customers? Are business failures 
bad for the economy? Why or why not? 

”10. Suppose that a group of investors wants to start a 
business operated out of a popular Utah ski area. 
The group is considering either building a new hotel 
complex or starting a new local airline serving that 
market. Each new business would require about the 
same amount of capital and personnel hiring. The 
group believes each endeavor has the same profit 
potential. Which is the safer (less likely to result in 
a substantial capital loss) investment? Why? Is there 
an offsetting advantage to the other investments? 

11. Is price discrimination harmful to the economy? 
How does price discrimination affect the total 
amount of gains from exchange? Explain. Why do 
colleges often charge students different prices, 
based on their family income? 

“12. “When competition is really severe, only the big 
firms survive. The little guy has no chance.” True or 
false? Explain. 

13. What is the primary requirement for a market to be 
competitive? Is competition necessary for markets to 
work well? Why or why not? How does competition 
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influence the following: (a) the cost efficiency of 
producers. (b) the quality of products, and (c) the 
discovery and development of new products? Ex- 
plain your answers. 

“14. What keeps McDonald’s, Wal-Mart, General Motors, 
or any other business firm from raising prices, selling 
shoddy products, and providing lousy service? 

15. ”The superiority of the competitive market is the 
positive stimuli it provides for constantly improving 

“17. Rod N. Reel owns a dealership that sells fishing 
boats in an open, price-searcher market. To develop 
his pricing strategy, Rod hired an economist to esti- 
mate his demand curve. Columns (1) and (2) of the 
following chart provide the data for the expected 
weekly quantity demanded for Rod’s fishing boats 
at alternative prices. Rod’s marginal (and average) 
cost of supplying each boat is constant at $5,000 per 
boat no matter how many boats he sells per week in 
this range. This cost includes all opportunity costs 

efficiency, innovating, and offering consumers di- 
versity of choice.” This quotation is from Alfred 
Kahn, the architect of transportation deregulation 
during the 1970s. Evaluate the statement. Is it true? 
Discuss. 

16. The accompanying graph shows the short-run de- 
mand and cost situation for a price searcher in a 
market with low barriers to entry. 
a. What level of output will maximize the firm’s 

profit level? 
b. What price will the firm charge? 
c. How much revenue will the firm receive in this 

situation? How much is total cost? Total profit? 
d. How will the situation change over time? 

30 45 50 

Quantityhime 

*Asterisk denotes questions for which answers are given in Appendix B. 

NUMBER OF 
PRICE OF FISHING TOTAL 
FISHING BOATS SOLD REVENUE 

and represents the economic cost per boat. 
a. Find Rod’s economic profits at each alternative 

price by calculating the difference between total 
revenue and total cost. 

b. Find Rod’s marginal revenue and marginal cost 
from the sale of each additional boat. 

c. If Rod wants to maximize his profits, what price 
should he charge per boat? 

d. How many boats will Rod sell per week at the 
profit-maximizing price? 

e. What will Rod’s profits be per week at this price 
and sales volume? 

f. At the price and sales level where profits are max- 
imized, has Rod sold all boats that have higher 
marginal revenue than marginal cost? 

g. If Rod’s profits are typical of all firms in the boat 
sales business, what might be expected to happen 
in the future? Will more boat dealers open in the 
area, or will some of the existing ones go out of 
business? What will happen to the profitability of 
the boat dealers in the future once the entry/exit 
has occurred? 

h. Challenge Question: Recall the relationship be- 
tween elasticity of demand, price changes, and 
their impact on total revenues. As Rod lowers his 
price from $9,000 to $5,000, his total revenues 
keep increasing. Is demand in this price range 
elastic, inelastic, or unit elastic? When Rod lowers 
his price from $5,000 to $4,000, his total revenues 
stay the same. Is demand in this price range elas- 
tic, inelastic, or unit elastic? Can you guess what 
might happen at prices below $4,000? Explain. 

TOTAL ECONOMIC 
COST PROFIT MARGINAL MARGINAL 

BOATS PER WEEK PER WEEK PER WEEK PER WEEK REVENUE COST 

(1) (2) (3) (4) (5) (6) (7 )  

$9,000 0 
8,000 1 
7,000 2 
6,000 3 
5,000 4 
4,000 5 

I 
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